In this paper, we use a structural general-equilibrium approach to study whether the expenditureswitching role of exchange rates has changed in the G7 countries in the current episode of significant global imbalances. We develop a multi-sector two-country model for the United States and the G6 countries with the rest of the world captured by exogenous price and demand shocks, and estimate the model over two sub-samples, which covers the periods before and after the early 1990s. Our results indicate that U.S. imports' sensitivity to exchange rates may have increased in the short run, while U.S. exports have become much less responsive to exchange rate movements in both the short run and the long run. This may suggest that the unwinding of the same amount of U.S. trade deficit would require a larger move in exchange rates now than in the 1970s and 1980s. Structural estimation reveals that the less sticky U.S. import prices in the recent period are largely responsible for the increase in the sensitivity of imports to exchange rates in the short run, while the decline in the responsiveness of exports to exchange rates is mainly due to the increased distribution margin in the foreign markets.
Introduction
Global current account imbalances have received enormous attention in recent years. In particular, the U.S. current account deficit has widened substantially in the last decade, peaking at 6.6% percent of GDP in 2006. Correspondingly, emerging Asian economies and oil exporting countries are running large current account surpluses. Many factors are linked to the evolution of the global imbalances, including low saving rates in the United States (Obstfeld and Rogoff, 2005) , "savings glut" in the rest of the world (Bernanke, 2005, Gruber and Kamin, 2007) , the U.S. fiscal deficit (Chinn, 2005 , Erceg et al., 2005 , the de facto exchange rate pegs in emerging Asia (Taylor, 2006, Chinn and Wei, 2008) , productivity differentials (Engel and Rogers, 2006) , and the increasing role of the valuation component in net foreign asset positions (Lane, Milesi-Ferretti, 2005 , Gourinchas and Rey, 2006 , Devereux and Sutherland, 2008 . So far there is little consensus about the relative importance of each potential explanation.
Additionally, is the present U.S. current account deficit sustainable? Economists hold various opinions about the answer. Few would doubt, though, that the deficit will adjust at some point, because countries cannot borrow forever, and will not want to lend forever, either. According to the flexible exchange rate theory, a larger-than-expected trade deficit will lead to the depreciation of the domestic currency, thus lowering the relative price of domestic goods versus imported goods. Consequently, agents will switch expenditure towards domestic-produced goods in order to reestablish a sustainable current account balance. This is called expenditure-switching effect. However, there has yet to be a significant reversal of the U.S. current account deficit since the early 1990s, even with the sizable U.S. dollar depreciation since 2002.
In this paper, we address these questions: Has the expenditure-switching role of exchange rates changed in the U.S. in the current episode of significant global imbalances? If so, what are the underlying reasons for the changes and what are the macroeconomic implications?
We adopt a structural general-equilibrium approach of developing a multi-sector two-country sticky-price model for the United States and the G6 countries with the rest of the world captured by exogenous price and demand shocks. We assume that the non-tradable sector in each country provides distribution services to facilitate the sale of foreign-produced imports. Also, we allow for a data-determined combination of producer currency pricing (PCP) firms and local currency pricing (LCP) firms in the tradable sector. We estimate the model over two sub-samples, which covers the periods before and after the early 1990s. Our results suggest that a larger move in exchange rates might be required to rebalance the same amount of U.S. trade deficit now than two decades ago. For the U.S., the sensitivity of imports to exchange rates may have gone up in the short run, while the exports have become much less responsive to exchange rate movements. We find that the increase in the sensitivity of imports to exchange rates in the short run is largely due to the U.S. import prices being less sticky in the recent period, while the decline in the responsiveness of exports to exchange rates is mainly due to the increased distribution margin in the foreign markets. This paper is also related to the literature on the evolution of exchange rate pass-through. Par-ticularly, recent studies have debated whether exchange rate pass-through into import prices may have declined in recent years in industrialized countries. For the United States, Marazzi and Sheets (2007) estimate a significant step down in the pass-through coefficient around the year of 1997, while Campa and Goldberg (2005) find that the decline in pass-through is only significant in 4 of the 23 OECD countries they study, and particularly the U.S. is not one of the four countries. As suggested by Bouakez and Rebei (2008) , the reduced-form methodology adopted by these studies has important drawbacks in terms of overlooking the joint determination of exchange rates and prices and treating pass-through as an unconditional phenomenon. Bouakez and Rebei (2008) address the question of declining passthrough for Canada within a dynamic stochastic general equilibrium framework and conclude that the pass-through to Canadian import prices has been stable, while pass-through to Canadian consumer prices has declined in recent years.
The remainder of this paper is organized as follows: Section 2 presents the theoretical model. Section 3 describes the data and the empirical strategy to be employed. The empirical results are stated in Section 4. Finally, Section 5 concludes the paper.
The Model
We develop a two-country model with the rest of the world captured by exogenous price and demand shocks. The two countries are denoted by home and foreign respectively. Each country is characterized by : (1) a continuum of infinitely lived households; (2) competitive final good producers; (3) a continuum of intermediate tradable good producers; (4) intermediate tradable good importers; (5) a continuum of non-tradable good producers; and (6) government and the monetary authority. Households provide capital and labor services to intermediate tradable good producers and non-tradable good producers. Each household acts as a price setter for a particular type of labor services. Domestic-produced intermediate goods are then combined with imports to produce final goods for consumption and investment. Non-tradable goods are used for making foreign-produced intermediate goods available to the domestic final good producers. In what follows, the model setup is described focusing on the home country, with the understanding that similar expressions also characterize the foreign country. Foreign variables are marked with an asterisk, or where necessary with an "F" subscript.
Households
Households maximize expected utility discounted at the rate of time preference. Households are indexed by i ∈ (0, 1). The lifetime utility is a function of consumption and labor supply.
where U is the instantaneous utility function, and is assumed to take the form
Utility is assumed to positively depend on the consumption of goods by household i, and negatively depend on labor supply. ρ and ϑ are structural parameters. a β,t represents a preference shock that follows an AR(1) stochastic process.
The full consumption basket, C t , is defined by the CES aggregate of consumption of tradable goods, C T,t , and non-tradable goods, C N,t , at the elasticity of substitution ς,
The price index for the consumption bundle and the demand for tradable and non-tradable goods are given by
Capital is assumed to be sector specific. K T,t denotes capital stock in the tradable sector, which is assumed to be owned by households and rented to intermediate firms at the rate r T,t . K N,t denotes capital stock in the non-tradable sector, and the rental rate is r N,t . Investment in new capital is assumed to involve quadratic adjustment costs given by
and K T,t and K N,t evolves following the law of motion
Households can provide labor service, L N,t , to non-tradable good producers, and L T,t to intermediate tradable good producers, at the wage rate W i t . They receive dividends D t from the firms and a lump sum transfer τ t from the government. Households can purchase the domestic bond B H,t and foreign bond B F,t . All bonds are denominated in the issuing country's currency, and there is a quadratic adjustment cost on bond holdings to ensure the stationarity in the net foreign asset position. The representative household's budget constraint can then be expressed as
where π t is the gross consumption inflation rate, and S t is the nominal exchange rate, which is defined as the price of foreign currency in terms of domestic currency.
Household's maximization implies the following optimality conditions.
(2.4)
. In the labor market, households act as price-setters and meet the demand for their particular type of labor service. Wage rates are assumed to be set in a staggered fashion, following Calvo (1983) . In each period, only those households who receive random signals can optimally adjust their nominal wages. The probability that households receive such a signal is 1 − ψ w . Let i t be the new wage rate for labor service of type i at time t. The optimal value of i t is set according to
where γ is the elasticity of substitution among varieties of labor types. The wage index W t is given by
Tradable Sector

Final Good Producers
Competitive final good producers combine domestically produced intermediate tradable goods with imports to produce final goods for consumption and investment. The technology is given by a CES production function 
with Y F,t representing the imports from the foreign country, and Y ROW,t representing the home country's imports from the rest of the world.
Profit maximization by final good producers entail 
(2.8)
Intermediate Good Producers
Each intermediate good producer produces its differentiated good with capital and labor according to the Cobb Douglas technology
where Z T,t denotes the intermediate tradable output, L T,t is the aggregate labor input into the tradable good production, and A t captures the technology shock. Let f t = A t A t−1 , we assume that the technology growth follows a stochastic process
where f,t is normally distributed with zero mean and variance σ 2 f .
Intermediate goods produced in the home country can be used domestically for the final good production, exported to the foreign country, or exported to the rest of the world. The demand for home-produced intermediate goods from the rest of the world is assumed to be exogenously given.
Intermediate good prices are sticky both in the domestic market, and in the foreign market. We assume the probability that intermediate production firms change prices in each period is 1 − ψ d . Similar to Corsetti and Pesenti (2005) and Bergin (2006) , we assume that a proportion φ of intermediate firms use LCP while others use PCP to set their export prices. Each intermediate tradable good firm acts as a monopolistic competitor in its price setting.
Consider a PCP intermediate good producer in the domestic economy who is randomly selected to set new prices at time t. Let X H,t (s) and X p H,t (s) denote the prices chosen by the firm in the home market and the foreign market, respectively. ε captures the elasticity of substitution between varieties of intermediate goods produced within one country. The firm maximizes the present discounted value of profits and sets the prices according to
. with the marginal cost and the stochastic discount factor given by
For a LCP intermediate good producer who is randomly selected to set new prices at time t, let X l H,t (s) denote the price chosen by the firm in the foreign market. The optimal price setting rule is given by
The domestic price index for intermediate goods, P H,t , and the export price index, P * H,t , can then be expressed as
Intermediate Good Importers
Intermediate good importers bring intermediate inputs produced in the foreign country and in the rest of the world to the domestic market. Similar to Burstein, Neves and Rebelo (2001) and Corsetti, Dedola and Leduc (2005) , we assume that importing one unit of the intermediate good requires λ units of a basket of the differentiated non-tradable goods,
where n ∈ [0, 1] is the index of non-tradable good varieties, and ν is the elasticity of substitution among varieties of non-tradable goods. With a competitive distribution sector, the retail price index for foreign-produced intermediate goods in the home market,P F,t , is given bỹ
(2.13)
Non-tradable Sector
The non-tradable goods are produced using capital and labor as inputs,
(2.14)
Taking wages and capital rental rates as given, non-tradable good producers solve the profit maximization problem and set prices. 1 The optimal price firm n chooses if it is selected to reset its price at time t, X N,t (n), and the non-tradable good price index are given by
The market clearing condition implies that
Government and Monetary Authority
The government adjusts the lump sum transfer in each period to balance its budget constraint. Government spending, G t , is a combination of tradable and non-tradable goods. The weights are assumed to be symmetric to consumer behavior.
The monetary policy authority uses interest rate as instrument to respond to inflation deviation and output gap.
where ρ r is a parameter that captures interest-rate smoothing, and r,t is a monetary policy shock, which is assumed to be i.i.d. normal with zero mean and variance σ 2 r .
Finally, the trade balance, current account and balance of payment condition are given by 1 For simplicity, we assume the probability that non-tradable good producers reoptimize in each period is also 1 − ψ d .
Linearized Relations
The non-stationary technology shock induces a common stochastic trend in the real variables of the model. We use the following transformations to achieve stationarity.
In addition, all quantity variables are transformed according to h t = H t A t . The model is then loglinearized around a nonstochastic steady state of the transformed variables. The log-linearization yields a system of equations that are linear in log deviations, and can be solved using standard methods. The linearized equation system is described in Appendix A.
Empirical Approach
Bayesian Method and Priors
The model is estimated with a Bayesian approach, similar to Smets and Wouters (2003) . Bayesian inferences start from prior distributions capturing information outside of the data set used in the estimation, for example, results from past studies. The time series data is subsequently used to update researchers' beliefs about the parameter values and generate posterior estimates.
Generally, Beta distributions are chosen for parameters that are constrained in the unit interval; Gamma distributions are set for parameters defined in R + ; and inverse Gamma distributions are selected for standard deviations of shocks. The prior mean are set to be the same for the two sub-samples. The prior for the Calvo adjustment parameter of prices is set at 0.65, which suggests that domestic producers change prices once every 3 quarters. The prior for wage stickiness parameter is set at 0.75. With respect to the priors for the fraction of firms employing LCP versus PCP for their exports, references on φ and φ * are drawn from Goldberg and Tille (2005) . They document the share of U.S. dollar as the currency of invoice in exports and imports for 24 countries. In their sample, more than 95% of U.S. exports and 85% of U.S. imports were invoiced in dollars in the year of 2003, drawing on confidential data from the U.S. Bureau of Economic Analysis. For countries like France, Germany, or the U.K., around 30% of their exports and 35% of their imports were invoiced in U.S. dollars in the year of 2002. Compared to these countries, Japan has much higher percentages of U.S. dollar shares in both its exports and imports. Considering all the information together, we assign a prior mean of 0.25 for the parameter φ, and 0.8 for φ * .
The prior means for the elasticity of substitution between domestic goods and imports σ and σ * are set at 1.5, with a standard deviation of 0.1. The distribution margin measures the share of distribution costs in import prices. A prior mean of 0.5 is specified for both and * . Priors on the policy coefficients are chosen to match values generally associated with the Taylor rule. Finally, for the parameters of the shocks, relatively loose priors are specified, since there is little guidance provided by the literature.
In addition, we choose to calibrate a number of parameters in light of the computational intensity. The subjective discount factor β is given a value of 0.99, which implies an annual real interest rate of 4% in the steady state. The elasticity of substitution between tradables and non-tradables -ς and ς * , both take a value of 0.6, based on the available estimates. 2 The elasticity of substitution among different types of labor services γ and γ * are assumed to be 6, consistent with micro estimates. The quarterly capital depreciation rate is set to 0.025 for both domestic and foreign country.
The share of capital in tradable good production, η, is set to 0.36, which implies that the steady state share of labor income in tradable output is 64%. The share of capital in non-tradable good production, θ, is set to 0.32. These are consistent with Valentinyi and Herrendorf (2007) 's average measures on the U.S. income shares of capital and labor across sectors. The fraction of labor effort in the tradable good sector is inferred from the data on the distribution of civilian employment by economic sector for several industrialized countries. 3 In the pre-1992 sub-sample, this share is approximately 0.32 for the U.S., and 0.42 for the G6 countries; in the post-1992 period, it is 0.24 for the U.S. and 0.32 for the G6 countries. Other calibrated parameters can be related to the steady state values of the observed variables in the model, and are therefore calibrated so as to match their sample mean. Particularly, we notice that the parameterᾱ H that captures U.S. households' preference over domestic goods and imports is smaller in the post-1992 sample than in the pre-1992 sample. This suggests that the U.S. households shifted their preferences over domestic goods to imported goods. On the other hand,ᾱ * H is also somewhat smaller in the post-1992 period.
Data
To estimate the model, we use seasonally adjusted quarterly G7 countries' data over two sub-samples, 1970:1-1991:4 and 1992:1-2008 :1, to match the following variables: real wage rates, output, interest rates, real exchange rates, and trade balances. The foreign output series is constructed as a geometric weighted average of the G6 countries, with the time-varying weights based on each country's share of total real GDP. The foreign price index used to compute the real wage rate and real exchange rate is computed in a similar manner. Likewise, we gathered short-term interest rates, treasury bill rates, or equivalent rates, for the G6 countries and averaged them using the same GDP weighting scheme to compute the foreign interest rate. Since we assume the non-stationary technology shock generates a common trend across countries, we choose to match the log-linearized differences of home and foreign variables, except for the real exchange rate and trade balances.
Empirical Results
Parameter Estimates
We estimate the model for the pre-1992 sample and the post-1992 sample. To assess the conformity of the model to the data, unconditional second moments are computed and reported in Table 1 . The first block reports the statistics of the data, and the second block presents the corresponding estimates implied by the model. The volatility of wage rates is well matched by the model in the pre-1992 period. The volatility of output in the model exceeds that in the data in the post-1992 sample, but falls behind it in the pre-1992 sample. The interest rate and real exchange rate volatilities in the model are excessive. But the relative volatility is of the same order of magnitude as in the data. Particularly, the U.S. trade balance series are quite well matched by the model for both volatility and persistence. Adding more features to the model or complicating the shock specifications may improve the performance of the model in terms of reproducing the features of the data, but so far the model does a reasonably good job for us to proceed with the analysis on the structural estimation.
The joint posterior distribution of all estimated parameters is obtained in two steps. First, the posterior mode and covariance matrix are obtained from directly maximizing the log of the posterior distributions, given the priors and the likelihood based on the data. Second, the posterior distribution is subsequently explored by generating draws using the Monte Carlo Metropolis-Hastings algorithm. It is subject to 1,000,000 draws, and the first 500,000 draws are dropped. The posterior estimates over the two sub-samples are reported in Table 2 -3. It presents an overview of the prior distributions specified for the parameters along with the estimated posterior mode and the corresponding standard errors computed from the inverse Hessian. In addition, it also reports the mean and the 90% confidence interval of the posterior distributions.
The estimation results suggest that: (i) The nominal price rigidity parameter is lower in the pre-1992 period than in the post-1992 period, suggesting around 3 quarters price stickiness. They are of plausible magnitude, and within the range of values in previous empirical studies and calibrated general-equilibrium models. For example, Lubik and Schorfheide (2006) report estimates of the price stickiness parameter ranging from 0.74 to 0.78 in their two-country structural model. The wages are revised much less often in the first sub-sample. In the second sub-sample, nominal wages remain fixed for about 3.12 quarters.
(ii) The proportions of domestic and foreign firms using LCP to set export prices, φ and φ * , are estimated to be 0.24 and 0.83 in the pre-1992 sample, and 0.20 and 0.89 in the post-1992 sample. This indicates that in both periods, PCP is dominant for the home country's exports, but LCP is dominant for the foreign country's exports. In other words, the U.S. dollar is the currency of choice for most transactions involving the United States. φ is lower in the second sub-sample, suggesting that a slightly smaller fraction of U.S. firms exporting to the foreign country price their products in the local market currency. Therefore when prices are sticky in the short run, there might be a slightly larger expenditure-switching effect in the foreign market in that period, assuming all other factors remain the same. On the other hand, φ * is larger in the second subsample, which means that a slightly larger fraction of foreign firms exporting to the U.S. price their products in the dollar. Thus there could be a somewhat smaller expenditure-switching effect in the U.S. market in the post-1992 period, given all other factors stay constant across samples.
(iii) The estimate of the elasticity of substitution between domestic and foreign varieties, σ, is close to 1.61 in the pre-1992 sample, and 1.45 in the post-1992 sample. The foreign counterpart σ * is estimated to be 1.58 and 1.49 respectively. These estimation results are in the upper half of the range of macro estimates, and are closer to micro estimates. 4 The size of the expenditureswitching effect depends on the elasticity of substitution, in addition to the responses of prices to exchange rate movements. The estimates of σ and σ * though are not very different across samples.
(iv) The distribution margins and * measure the fraction of the import prices accounted for by distribution costs in the home and foreign market. The estimation results indicate that is approximately 0.41 in the first period, and 0.54 in the second period; while * is around 0.19 in the pre-1992 sample and 0.59 in the post-1992 sample. We can derive the following relationship from the log-linearized equation system such that
As implied by the equations, to what extent an exchange rate movements affect the relative demands for home-to foreign-produced goods is determined both by the magnitude of the impact of exchange rate movements on the relative price, and by the degree of substitutability between domestic and foreign tradable goods. The size of the impact on the relative price of an exchange rate movement further depends, among other things, on the fraction of firms adopting LCP versus PCP for their export pricing, the price stickiness, and the size of the distribution margin. The larger the distribution margin is, the smaller the effect of exchange rate movements on the relative quantities. The estimates on and * suggest that in the post-1992 period, the distribution margin is slightly larger in the U.S. market, and the distribution costs account for a much larger share of import prices in the foreign market. Therefore the pass-through of exchange rates to import prices in the foreign market ought to be much smaller in recent years compared to in the 1970s and 1980s, since an increasing share of non-tradable content has insulated the prices from exchange rate movements.
(v) The posterior mode of the persistence parameter in the unit-root technology process is estimated to be 0.86 in the first period, and 0.48 in the second period. The other stationary shocks are all estimated to be quite persistent. The standard deviations of the innovations to the processes vary widely in magnitude, though same priors are given at the start of the estimation. They range from 0.0123 in the case of domestic interest rate shock to 0.1821 in the case of export demand shock from the rest of the world. The volatility of import price and export demand shocks from the rest of the world is generally large in both periods, suggesting the importance of the rest of world shocks in explaining for business cycle fluctuations in the home and foreign countries.
At an aggregate level, abstracting from various import and export categories, changing in the pass-through ratio is attributed to factors like aggregate price stickiness, prevalence of PCP and LCP, and distribution margin etc. While it is worth mentioning that shifts in these aggregate factors may reflect either corresponding shifts at the level of disaggregated products, or changes in the underlying composition of products in a country's import or export bundle. Specifically, Campa and Goldberg (2005) examine the underlying drivers causing changes in the pass-through of exchange rates to import prices using disaggregated data, and find that the pass-through to disaggregated import prices are highly stable in their estimation period and shifts in the composition of country import bundles are far more important for the overall pass-through rates.
Expenditure-Switching Effect
In the previous section, we analyze the structural estimation results over two sub-samples and present the implications for changes in the expenditure-switching role of exchange rates. However, there are many factors that are relevant for the size of expenditure switching and they do not always evolve in the same direction. Therefore in this section, we present the conditional and unconditional pass-through rates of exchange rates to import prices, export prices, imports and exports, computed from the impulse responses of these endogenous variables to various stochastic shocks. This provides an intuitive and comprehensive way to trace the evolution of the responsiveness of these trade variables to exchange rate fluctuations in the short run and in the long run.
In the international macroeconomic literature, many studies have examined exchange rate passthrough to import and consumption prices. Traditionally, the exchange rate pass-through is defined as the percentage change in local currency import prices resulting from a one percent change in the exchange rate. A typical pass-through regression estimates how import prices respond to exchange rate fluctuations. 5 But since exchange rate changes also have feedback effects on domestic prices through marginal cost adjustment, some pass-though studies estimate an equation in which the relative price is a function of the exchange rate, cost factors, et al. 6 In this case, costs, and thus errors in cost measurements, will influence the ratio only when there is a difference in the demand elasticity of the two markets. 7 While these studies are useful for policy analysis, they are subject to criticism due to the partial-equilibrium reduced-form approach. As pointed out by Bouakez and Rebei (2008) , these studies overlook the joint determination of exchange rates and prices. Also they ignore that the degree of pass-through may differ depending on what type of shocks impinging on the economy.
We adopt the general equilibrium approach in this paper to generate the conditional and unconditional pass-through rates of exchange rates to trade prices and quantities. We first generate impulse responses showing the consequences of a one-unit increase in the exogenous shock for the value of the variables. 8 Then, similar to Bouakez and Rebei (2008) , we compute the conditional pass-through as the ratio of the impulse responses of the variable of interest (import prices, export prices, imports, exports) and the real exchange rate to a given shock. Unconditional pass-through, or aggregate passthrough, is expressed as a weighted sum of conditional pass-through rates, where the weights reflect the contribution of various shocks in accounting for exchange rate variation. Figure 1 and Figure 2 depict the rates of exchange rate pass-through to U.S. import and export prices before and after 1992 Q1. As shown in Figure 1 , the conditional pass-through rates to import prices range between 10% to 20% on impact in most cases, and always converge to around 60% in the long run (40 quarters after impact). Generally, there is no significant difference between the "Before" and "After" lines at the very short run. In some cases, for example responding to the export demand shock in the domestic market, there is a 7% increase in the rate of pass-through to U.S. import prices on impact. While in response to a foreign preference shock, there is around 8% decline in the rate in the short run. On the other hand, in Figure 2 , we observe a quite clear pattern of shifts in the rate of pass-through to U.S. export prices. In almost all cases, there is a drop of the rate in the post-1992 period, in the amount of 10% to 20% at the short run and 20% to 50% at the long run. 9 Figure 3 and Figure 4 plot the rates of pass-through of exchange rates to U.S. imports and exports in both periods. They provide similar messages to the first two sets of figures, i.e. the changes in the rates of pass-through to imports on impact of shocks showing mixed evidence in terms of direction and the differences being generally of small scale, while rates of pass-through to exports declining in most cases both on impact and in the long run. Figure 5 presents the aggregate rates of pass-through to the variables of interest, constructed using the variance decomposition weighting scheme. At the aggregate level, exchange rate pass-through to U.S. import prices increases a little in the short run, overshoots in the medium run and finally declines in the long run in the post-1992 period. The U.S. imports sensitivity to exchange rate movements seems to have increased in the short run. While the pass-through rate to U.S. export prices has declined by around 10% in the short run and roughly 25% in the long run. The U.S. exports sensitivity to exchange rates appears to have significantly declined over the past decade. As analyzed in the previous section, the U.S. import prices being less sticky in the post-1992 period may contribute to the increased pass-through to import prices in the short run. In addition, the domestic distribution margin and the fraction of foreign firms employing LCP both increase in the post-1992 sample, driving the pass-through to import prices to decline in the long run. Additionally, the much larger distribution margin in the foreign market in the post-1992 episode mainly accounts for the dropped pass-through of exchange rates to U.S. export prices.
Robustness Analysis 5 Conclusion
We adopt a structural general-equilibrium approach to study whether the expenditure-switching role of exchange rates has changed in the G7 countries in the current episode of significant global imbalances. Our approach consist of developing a multi-sector two-country model for the United States and the G6 countries with the rest of the world captured by exogenous price and demand shocks, and estimating the model over two sub-samples, which covers the periods before and after the early 1990s. We find that the U.S. imports sensitivity to exchange rates may have increased a bit in the short run, while the U.S. exports have become much less responsive to exchange rate movements in both the short run and the long run. This may suggest that the closing of the same amount of U.S. trade deficit would require a larger move in exchange rates now than in the 1970s and 1980s.
A The Linearized Equation System
A.1 Prices and Wages
A.2 Output, Capital and Employment
Capital and labork Home Exports
